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The past four years  have seen major changes in federal tax policy.
The  Economic  Recovery Tax  Act of 1981  was  motivated by  concerns
that federal tax burdens had become too large and were impeding work
effort, capital  formation, and economic growth. For individual taxpay-
ers, the act  lowered the top marginal  rate from  70 percent to  50 per-
cent; lowered other marginal tax rates by 23 percent over a three year
period; provided for indexing of personal exemptions,  the zero bracket
amount  (ZBA),  and tax  rate  brackets  to increases  in the  consumer
price index beginning in 1985; provided a new deduction for two earner
households  equal  to  10 percent  of the  second earner's earnings,  up to
a maximum deduction  of $3,000; and provided increased incentives for
individual  savings,  including the availability of tax-deferred individ-
ual  retirement  accounts  (IRAs)  to taxpayers  with other  pension  ar-
rangements.  For business, the act significantly  accelerated  depreciation
deductions; included a "safe-harbor" leasing provision that enabled the
benefits of the accelerated cost recovery by the accelerated  cost recov-
ery  system  (ACRS) and the investment tax credit to  be  available  to
corporations  with  no current tax liability;  and provided  a number of
more narrowly targeted investment incentives, including a new credit
for  increased expenditures  on research and  experimentation.
The  provisions  of the  1981  act  were  partially  reversed  in the  Tax
Equity and Fiscal Responsibility Act of 1982. The purpose of the 1982
act was to reduce the federal budget deficit by scaling back excessive
and  unintended  investment  incentives,  improving  compliance  and
eliminating  tax abuses,  and  raising selected excise  taxes.  Major pro-
visions  of the act included  the repeal of safe  harbor leasing; elimina-
tion  of the further  acceleration  of depreciation  deductions  scheduled
to go into effect in 1985 and 1986; reduction of the basis for depreciable
property  by 50  percent  of the investment credit;  and  scaling back of
some corporate tax preferences;  compliance measures, including with-
holding  on interest and dividends  (repealed  in 1983) and other mea-
sures for improved reporting of income; temporary increases in excise
taxes  on  telephone  and telecommunications  services  and  cigarettes;
and increases in airport and airway user taxes. The 1982 act, however,
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exemptions,  the  ZBA  and rate  brackets,  and  the  major investment
incentives enacted in  1981.
The  Tax  Reform  Act  of 1984,  enacted  as  part  of a  larger  deficit
reduction  effort,  was also meant to reduce unintended incentives  and
abuses  and to raise additional revenue by  selected tax  increases. The
1984  act  repealed  a provision  enacted  in  1981  that would  have  ex-
cluded a portion  of net interest received from tax, beginning in 1985;
extended  the telephone  excise  tax  and increased  excise taxes  on dis-
tilled spirits; and delayed scheduled reductions in estate and gift taxes
and the windfall profit tax. Tax reform provisions  in the act included
limits on  depreciation  benefits  on  property  leased  to  tax-exempt  en-
tities;  restrictions  on private  purpose  tax-exempt  bonds;  accounting
changes  to measure better the  time value  of money;  extension  of re-
strictions  on  tax straddles  enacted  in  1981  and  1982;  an increase  in
the depreciation  life for structures from  15 to 18 years combined with
limits on installment sale benefits; and many other reforms.
In addition to these broader changes in tax policies, there were more
narrowly  focused  tax bills that  also increased  revenues  and restruc-
tured taxes.  These included the Highway Revenue  Act of 1982, which
increased  the  excise  tax  on  gasoline  and  diesel  fuel by  5  cents  per
gallon  and  restructured other taxes  dedicated  to the  Highway  Trust
Fund,  and  legislation  enacted  in  1983,  which  accelerated  scheduled
increases  in payroll  taxes  and provided  that  50 percent  of social  se-
curity  benefits  be  included in taxable  income  for taxpayers  with in-
come in excess of base amounts.
Major Problems with Current Tax System
In  spite of these  major tax policy changes,  there remains consider-
able discontent with the federal tax system.  Many people consider the
tax system to  be unfair because  people  with  equal  income often  pay
vastly  different  amounts  of tax.  Particular  concerns  have  been  ex-
pressed  about the  expanded  use  of tax  shelters  by  high income  tax-
payers to defer or eliminate most of their tax liability.  The ability  to
shelter otherwise  taxable income  is a consequence  of provisions that
allow income from many assets to be deferred  or taxed  at preferential
rates, while interest on  funds borrowed  to finance  the assets  is fully
deductible.  The growing  use of tax  shelters reinforces the  belief that
the  tax  system  is  unfair and  too  complex  and may  erode  voluntary
compliance.
Economists  have  raised  concerns  about  the  effects  of the  federal
income  tax  on  economic  efficiency  because  market  prices  that influ-
ence  decisions on how to earn or spend  income are often distorted  by
special tax provisions. In particular,  concerns have been raised about
the unequal taxation  of returns to different kinds of investments. The
federal  income  tax generally  favors  noncorporate  over  corporate  in-
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investments  that produce  returns  in the form  of capital  gain rather
than ordinary income; owner-occupied housing and consumer durables
rather than business sector investments; and investments in some in-
dustries that  receive  special  tax  advantages.  The  attempt  to  reduce
disparities in effective tax rates among assets and industries is a major
component  of both the administration's  tax  reform proposals and  al-
ternatives introduced in the  Congress.
One result of the many special tax preferences  in the federal  income
tax is that the tax system is not only a means for raising revenue, but
also  a  major  instrument  for  setting  social  priorities.  In many  func-
tional areas of the  federal budget,  including energy,  housing, health
care  (excluding  Medicare),  and general purpose  fiscal  assistance,  the
revenue loss from special tax provisions exceeds direct budgetary out-
lays. Tax incentives promote many activities deemed to be worthwhile,
including state and local public services,  services provided by private
charitable institutions,  home ownership, energy conservation,  oil and
gas  drilling,  and  historic  preservation,  among  others.  On  the  other
hand, many tax incentives may be either unjustified, in the sense that
the market  would provide the appropriate  level of activity without a
federal  subsidy,  or  excessively  costly.  Moreover,  the proliferation  of
special preferences erodes the tax base, requiring higher rates to raise
the same revenue and thereby exacerbating  the adverse effects of the
income tax  on incentives to work, save, and invest.
Finally,  many  are  disturbed  by the  complexity  of the tax system,
not  only  because  of the  time  spent  in  filling  out returns,  but  also
because  of the need  to  consider taxes when making investment  deci-
sions. Moreover, even those with relatively simple returns may resent
the fact that others use complex provisions to reduce their taxes. Com-
plexity results in part from the use of the tax system to favor certain
activities and groups of taxpayers  and would be reduced by eliminat-
ing special deductions,  exemptions,  and credits  and by flattening  the
rate  structure.  At  the  same time,  some  complexity  is  an  inevitable
consequence of attempts to measure income for tax purposes and could
be  increased  by some  reform  provisions  intended to  promote  equity
and economic efficiency  by improving the measurement of taxable in-
come.  For example,  proposals to adjust  for the  effects of inflation  in
measuring depreciation  and gains  from the  sale of assets and to in-
clude more  noncash  fringe  benefits  in taxable  income  could increase
complexity.
Broad Issues in Tax Reform
While  discontent with the current tax system  is widespread,  there
are great differences  of opinion on how the tax  system should be res-
tructured.  Major issues include the choice between a tax system based
on  income  and one based  on  consumption,  and the  choice between  a
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achieved either by a tax collected from business,  such as a retail sales
tax  or  value  added  tax,  or  by modifying  the  present  income  tax  to
remove  all  saving  from the  tax base  and tax  all  borrowing  and  dis-
saving.
Many economists  have advocated shifting the tax base from income
to consumption.  Tax reform plans based on the consumption tax model
(also referred  to as  a "cash flow"  or "lifetime income" tax)  have been
developed  in reports by the United States Department  of the Treasury
[6] and the Meade Commission [4] in the United Kingdom and in books
and articles by a number of academic economists, including Aaron and
Galper  [1]  and Hall  and Rabushka  [3].  The Hall  and  Rabushka  pro-
posal  is for a flat rate tax, while others favor graduated rates applied
to  a base that excludes  net saving.  Some plans  include special  taxes
upon bequest  or inheritance  to tax  income  not  consumed  during an
individual's  lifetime.  Supporters  of a  consumption  tax  argue  that  it
would eliminate the bias in an income tax that favors current or future
consumption,  and might thereby  increase  savings and capital  forma-
tion.  It would  also reduce complexity by eliminating the need for spe-
cial  rules to tax annual changes  in net worth.  Because all purchases
of capital goods and financial assets would be immediately deductible,
there would be no need  for depreciation  rules, maintenance  of records
of the basis of assets to compute future capital gains, and adjustments
to avoid taxation  of inflationary  gains.  In addition,  under some  con-
sumption  tax plans,  the  corporation  income tax  would be  eliminated
as  superfluous,  while  under  others  it would  be  converted  to  a "cash
flow" tax that essentially exempts the return on new investments.
The  current  federal  income  tax  includes  many elements  of a  con-
sumption tax. In particular,  savings accumulated in an employer-funded
pension plan, an individual  retirement account  (IRA),  a Keogh plan,
or qualified employer-provided  cash and deferral arrangements  (CODAs)
are taxed as under a consumption tax; contributions  and interest earn-
ings are  untaxed,  while withdrawals  of both principal  and earnings
are taxed at the time  of withdrawal.  Capital recovery  rules also  ap-
proximate  consumption  tax treatment for many investments.  For ex-
ample,  at a 10  percent discount rate, the present value of tax savings
from  the  combination  of the  investment  credit  and  depreciation  de-
ductions  on  five  year ACRS  property  is  approximately  equal  to the
present value of tax benefits from expensing.
Other economists  favor reforming the current tax to resemble more
closely a comprehensive income tax: see, for example Minarik [5].  Both
groups  of tax reform advocates  would broaden the tax base by includ-
ing all forms of employee  compensation and by eliminating provisions
that  allow  credits  or  deductions  for  personal  consumption  expendi-
tures.  Unlike  consumption  tax  supporters,  however,  income  tax  ad-
vocates  also favor more  comprehensive  taxation of income  from capital.
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exclusion  and deferral of income from capital and by basing timing of
deductions for capital recovery  on estimates  of economic depreciation.
Some  income tax advocates  also favor integrating the corporation  and
individual  income  taxes,  so that  corporate  income  is  attributable  to
individual  shareholders  and taxed  only once,  and indexing the  basis
of capital assets to remove the inflationary component  of capital gains
and to  allow  depreciations  based  on  current,  rather  than historical,
price  levels.
Advocates  of broadening  the income  tax base believe  that  annual
income, including both consumption  and increases  in net worth, is the
best  measure  of ability  to  pay.  Some  income  tax  advocates  contend
that accumulation  of wealth  itself gives an individual  power and status
and  therefore  should  be  taxed  even if not  consumed;  others  believe
that taxation of capital income is justified because  government spend-
ing enhances the security  of property and thereby  protects the  accu-
mulation  of capital.  In  addition,  special  concerns  have  been  raised
about the  transition  from the  current  income  tax  to  a consumption
tax; the major problem would be how to tax consumption from wealth
accumulated  under  the  income  tax.  Equitable  transition  rules  that
would protect the aged from double taxation of their savings,  while at
the same time preventing windfall  gains to wealthy individuals, could
be extremely  complex.
Advocates of tax reform also differ  on whether to maintain  a grad-
uated rate structure or move towards a single, flat rate tax. A flat rate
tax would  involve  a number  of simplifications.  If there  were one tax
rate, there  would be no need  for income averaging,  no marriage pen-
alty or bonus, and less concern about transactions undertaken to shift
the tax base among taxpayers  (for example, between  individuals  and
corporations or between high bracket and low bracket individuals).  On
the other hand, there would still be a need to define the tax base; this
results  in most of the complexity  under current law and proposed  al-
ternatives.  The major  objection to  a flat rate tax  is that it would  re-
distribute the tax burden from upper income to lower or middle income
groups.  The lowest  income groups  could be held harmless  if taxpayer
exemptions were large enough, but this would shift more tax payments
to the middle class.
A  flat  rate tax  could  be  collected  from business  in  the  form  of a
value-added or retail sales tax. Such a tax could replace only a portion
of the current income tax, or could be used to raise additional revenues.
Some of the regressivity  of a federal sales tax could be offset by changes
in the  income  tax rate structure  or by exemption  of items consumed
by low income groups. These  offsets would  be imperfect,  however.  In-
come tax relief would not help low income  people who do not file tax
returns and exemptions  could not be precisely targeted  to the lowest
income  groups and would add complexity  to the tax.  Concerns  about
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might, in the long run, facilitate  higher levels of federal  spending.
Administration Tax Reform Proposal
The  administration  tax  reform  proposal  essentially  maintains  a
graduated  income  tax with  a  separate  tax  on  corporate  income, but
with  lower  rates  on  individuals  and  corporations  and  a  broader  tax
base.  Some of the consumption tax elements of the current tax system,
such as the deferral  of tax on retirement savings, are maintained,  but
capital  recovery  provisions  are altered  in the  direction of taxing eco-
nomic  income.  The proposal  attempts  to maintain approximately  the
distribution by income group  of individual  income tax burdens as un-
der  current  law,  but  reduces  relative  tax shares  to  some  degree  for
both the lowest and highest income  groups. The House Ways and Means
Committee  has  begun consideration  of a similar proposal, drafted by
the  committee  staff,  that  imposes  somewhat  larger  tax burdens  on
corporations and upper income individuals, but essentially also lowers
the tax rates and broadens the base of a graduated  income tax.
The  administration  proposal  substantially  lowers  individual  and
corporate  tax rates.  The  rates  applied  to  individual  income,  which
currently  range  from  11  percent  to  50  percent,  are  replaced  with  a
three bracket structure with rates of 15, 25 and 35 percent.  The amount
of tax-free  income available to individual filers is increased by raising
the personal exemption from $1,080 to $2,000, raising the zero bracket
amount  (ZBA) for single  and joint filers and heads of household,  and
expanding  the  earned income  credit.  At the  same  time, the  adminis-
tration proposal  eliminates  the  second earner  deduction  and  repeals
income  averaging.  These  provisions  are regarded  to  be unnecessary
with the lower and flatter rates  in the administration's  proposal.
The maximum  corporate  tax rate is  reduced from  46  percent to  33
percent and a structure of preferential  rates for corporations  with less
than $100,000  of taxable  income  is  maintained.  The administration
proposal  also  allows  corporations  to  deduct  10  percent  of dividends
paid,  a very modest step in the direction  of integrating the  corporate
and personal income taxes.
The revenue  loss from  lower tax rates and the increase  in personal
exemptions  and the  ZBA is paid for  by broadening  the tax base.  For
individual  taxpayers,  the  base  is broadened  by  eliminating  and  re-
stricting some exclusions and itemized deductions.  The administration
proposal  includes  a portion  of employer-paid  health insurance  premi-
ums  in taxable  income  and repeals  exclusions  of employer-provided
death benefits,  employee awards, unemployment  compensation,  work-
ers'  compensation  and  black  lung  benefits,  scholarships  and  fellow-
ships,  prizes  and awards,  and  employer  contributions  to  group  legal
plans and for educational assistance. The deduction for state and local
taxes (other than taxes that represent  a cost of business)  is repealed,
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tions are  combined and limited to the amount  in excess of 1 percent
of adjusted  gross  income  (AGI),  and  the  deduction  for  nonbusiness
interest  (other than for mortgages on a principal residence)  is limited
to net investment  income plus $5,000.
At the same time, a number of important exclusions and deductions
are  retained.  The  itemized  deductions  for  home  mortgage  interest,
medical  expenses,  casualty  losses,  and  charitable  contributions  are
continued  in their present  form, although the "above-the-line"  chari-
table deduction  is eliminated  one year earlier than  scheduled  under
current law. The exclusion of $50,000 of employer-provided  life insur-
ance under current law is retained,  and employer-provided health in-
surance  in excess  of $10 per month for  individual coverage  and  $30
per month for family coverage remains tax-exempt.
The proposal  significantly  alters taxation  of income  from  capital.
The  investment  tax credit  is  eliminated,  capital  recovery  rules  are
altered to approximate  a better measure of economic depreciation,  and
depreciation  deductions are indexed to changes in the price level.  De-
preciation  deductions,  however,  continue to be more accelerated than
indicated  by  available  estimates  of economic  depreciation  of capital
assets, thereby  maintaining  a tax preference  for  investments  in de-
preciable  assets.  The  capital  gains  exclusion  is  also maintained,  al-
though reduced from 60 percent to 50 percent. (The combination of the
50 percent  exclusion and the top rate of 35  percent results in a low-
ering of the  maximum rate  on capital  gains from 20  percent to  17.5
percent.) Depreciable assets, however, are not eligible for capital gains
treatment. Other major provisions in the administration proposal that
move  in the  direction  of taxing real  income  from capital  include the
repeal  of the $100 dividend exclusion and provisions that require the
matching  of income  and  expense  from multiperiod production,  allow
the  use of indexed FIFO  accounting  for  inventories,  and  restrict the
use of the cash accounting method.
The administration  also proposes a special transitional tax, labeled
a "windfall recapture tax," on the accelerated depreciation deductions
on  corporate  investments  placed  in  service  between  1980  and  1985.
The tax  is intended to capture  a "windfall"  that results  because  ac-
celerated deductions were taken at a 46 percent rate to produce income
that will be taxed at 33 percent under the proposal.
Many  narrowly-targeted  investment  incentives  are  eliminated  or
reduced. Provisions that restrict subsidies for particular industries and
assets  include: repeal  of business energy  credits and phase out of the
exemption  of gasohol from the gasoline  excise tax; phase  out of most
percentage  depletion; repeal  of capital  gains treatment of timber and
certain  royalty  income;  elimination  or  limiting  of many  tax prefer-
ences  for  financial  institutions,  including  bad  debt  deductions,  de-
ductibility of interest to hold tax-exempt securities,  tax-exemption  of
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surance  companies;  taxation  of the  inside  buildup  of life  insurance
reserves;  repeal of tax-exemption for "private purpose"  state and local
bonds  and tightening  of arbitrage  rules; and  repeal  of rehabilitation
tax  credits.  Some  industry  incentives  are  maintained,  however.  The
proposal  continues  expensing  of intangible  drilling costs  for  oil  and
gas and extends the tax credit  for research  and experimentation.
The proposal continues to allow deferral of retirement savings through
pensions  plans  and  individual  retirement  accounts  (IRAs),  but  in-
cludes some revisions in incentives for retirement saving. The spousal
IRA  limit is increased  from $250 to  $2,000, but limits are  placed on
the use of employer-provided  cash and deferred arrangements  (CODAs).
(A subsequent  modification  proposed by the  administration  to result
in  revenue  neutrality  eliminates  all  tax  benefits  for  CODAs.)  The
administration proposal also repeals the three-year basis-recovery rule
for  contributory  plans  and  modifies  top-heavy  rules,  rules  for  pre-
retirement  distributions,  rules  for  averaging  of lump-sum  distribu-
tions, and other  provisions.
The administration  proposal includes  a number of provisions to re-
strict  tax  abuses and the  use  of tax  shelters  including  limits on  de-
ductions  for business  meals  and  entertainment,  extension  of the  at-
risk rules to real estate, and the tighter restriction on interest deduc-
tions in excess  of net investment  income mentioned  above.  There are
also simplification provisions  including a proposal  to implement  a re-
turn-free  system,  repeal  of the  political  contributions  credit  and  the
presidential  campaign  checkoff,  and simplification  of information  re-
turn penalties.  Finally, there are several  important revisions of inter-
national  tax  provisions,  including  use  of  a  per  country  limit  for
calculating the foreign tax credit and modification of rules concerning
sources  of foreign  income and the allocation  of deductions.
Evaluation and Prospects for Enactment
Any tax reform proposal that lowers tax rates and broadens  the tax
base  can  be  regarded  as  a  whole  series  of proposals  that effectively
reduce federal tax subsidies for particular activities. Thus, the details
of any  tax  reform  proposal  have  broad  implications  for  changes  in
social priorities. In addition, changes in the federal  tax rate structure,
as well  as changes  in deductions,  credits,  and  exemptions,  have  im-
plications for current and future revenues;  the distribution of the tax
burden  among  income  groups  and  family  types;  the  choice  between
current consumption  and  saving;  the  allocation  of the  capital  stock
among industries and assets;  and the level of tax shelter activity, among
other  consequences.  In the  remainder of my comments,  I will discuss
these and other  aspects of the administration's tax proposal  and then
briefly assess its current chance  of enactment.
The administration  tax reform  proposal,  as noted above,  maintains
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but lowers both individual  and corporate  tax rates and broadens the
tax  base.  The proposal  is intended  to be  revenue  neutral.  The Joint
Tax Committee  estimated  that the  original  administration  proposal
would  lose  about  $25  billion  over the  period  1986-1990.  While  this
shortfall is well within the range of estimating error, the administra-
tion subsequently  modified  its proposal  to  eliminate  any  estimated
revenue  loss over the five-year  period.  There still may be a long-run
revenue  loss  after  1990,  however.  The depreciation provisions  accel-
erate  revenue collections,  but give rise to less revenue  after 1990 be-
cause  depreciation  deductions  are  indexed  for  changes  in  the  price
level.  In addition,  the  "windfall  recapture  tax,"  which raises  almost
$60 billion over the five-year period, will have expired by  1990.
While  there  are  many separate  base broadening  provisions  in the
administration proposal,  a relatively small  number of provisions  pro-
vide most of the revenue  needed to offset the individual  and corporate
rate cuts and the increase  in personal  exemptions  and the ZBA:
*  About half of the revenue loss from corporate rate reductions and
changes  in  the  individual  rate  structure  (including  changes  in
personal  exemptions,  the ZBA,  and the second earner deduction)
is paid for by elimination of the deduction for state and local taxes
and repeal  of the investment  tax credit.
*  About  70  percent  of the  revenue  loss  is  paid  for  by those  two
provisions,  the "windfall  recapture  tax" on  accelerated  deprecia-
tion, and provisions that match income and expense  from multi-
period production.  All of these items raise more than $50 billion
between  1986  and 1990.
*  Almost all of the revenue loss is paid for by 18 provisions that all
raise more than $5  billion between  1986  and  1990, even though
there  are many other base-broadening  items in the proposal.
Thus, a small number of provisions are critical to achieving the rate
reductions  proposed  by the administration  without  sacrificing  reve-
nue. If Congress, for example,  did not want to eliminate the state and
local deduction  or the investment tax  credit, it would have to substi-
tute other major provisions to have a viable tax reform bill that meets
the  criteria of substantial  tax rate  reduction  without increasing  the
deficit.
The administration proposal  in its original form reduces individual
taxes  for all  income groups and  increases corporate  taxes. It slightly
alters the distribution of individual tax liability among income groups.
The  lowest  and highest  income  groups  are estimated  to  receive  the
largest percentage  reductions  in  individual  tax  liability;  middle  in-
come groups receive  a smaller percentage  tax reduction. Estimates of
the  distributional  effects  of the  proposal  published  by the Treasury
Department and  congressional  staff do not, however,  take account of
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mates  also fail to account for the distributional consequences  of changes
in relative  prices brought about by the elimination of tax preferences.
For example,  eliminating the  deduction  for state and local  taxes and
preferences for rental housing, by raising relative  costs of local public
services  and rental housing,  indirectly  affects  low and middle  income
households even though most of the direct tax savings from these pref-
erences  is  received  by  high  income  taxpayers.  Thus,  available  esti-
mates  of the  distributional  consequences  of the  tax  reform proposal
must be regarded  as  incomplete, although the evidence  does not  sug-
gest any dramatic change  in the distribution of the tax burden.
The  choice  of  base-broadening  provisions  in  the  administration's
proposal  reflects  some  important choices  about  social  priorities.  The
tax  reform  proposal  substantially  reduces  federal  support  for public
services  provided  by state and local  government,  while basically  con-
tinuing (though at a somewhat lower effective subsidy rate) incentives
for individuals to support public goods provided by private charitable
organizations.  Tax  incentives  for  rental  housing  and urban  redevel-
opment (including historic renovations)  are reduced or eliminated, while
incentives  for  homeownership,  oil  and  gas drilling,  venture  capital
investments,  and research and development are maintained. The elim-
ination  of the investment  tax  credit  has  the  biggest direct  effect  on
older,  capital-intensive  sectors.  Thus,  the proposal  may  help the  ex-
panding Sunbelt  states relative to older industrial  areas.
The effect of the proposal on overall saving and capital formation  is
difficult to determine.  The increase  in corporate taxes suggests a pos-
sible  decrease  in  investment,  but part  of the short-run  increase  in
corporate  tax revenues  will be reversed  after 1990.  The estimated ef-
fective  tax rate on the return to corporate  investments in machinery
and equipment  is increased,  but the effective  tax rates  on structures
and  inventories  decline  due  to the  decline  in the corporate  tax rate.
While the overall effects on capital formation are unclear, the proposal
appears to promote a better long-run allocation  of the capital stock by
moving  towards  more  neutral  taxation  among  types  of assets.  This
occurs because the elimination  of the investment credit and the changes
in depreciation  rules  move the  effective  tax rates  on  machinery  and
equipment,  structures,  and  inventories  closer  together,  and  because
many targeted  industry subsidies  are eliminated  or reduced.  As  a re-
sult, the  composition  of investment  under this proposal  should  more
closely reflect market demands rather than tax considerations  and the
social productivity  of the capital  stock can be expected to increase.
The proposal will probably  reduce the use of tax shelters on balance
both because  lower  tax  rates  reduce  the  incentive  to  avoid tax  and
because  some tax  preferences  are eliminated  or scaled  back.  In addi-
tion, the extension  of at-risk rules to real estate, the recapture  of real
estate depreciation, the restriction on interest deductions,  and the pro-
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some tax shelter investments.  Nonetheless, the continued preferential
treatment  of many  assets,  including  the continuation  of accelerated
depreciation  and the capital gains exclusion,  assures that tax shelters
will not be eliminated entirely.
The administration  proposal generally benefits low income persons.
The  increase  in personal exemptions  and  the ZBA will eliminate  in-
come tax liability for many individuals and families with income below
the official poverty  line. Although the proposal  eliminates the special
exemption for the aged, low-income  older persons  are more than com-
pensated  by  the increase  in the  personal  exemption  and  by  an  ex-
panded  tax  credit  for  the  elderly,  blind,  and  disabled.  Finally,  low
income  workers  with children will  be helped  by the  increase  in the
earned income credit. The expanded benefits for low income taxpayers
in part compensates for increases in their tax burdens in recent years.
Since  1978,  the  personal  exemption,  ZBA,  and limits  on  the  earned
income  credit have remained fixed,  allowing increases  in the general
price level to bring more low income individuals and families onto the
income tax rolls.
The proposal reduces the effects of the marriage penalty by flatten-
ing marginal  tax rates,  but a  marriage penalty  remains  for couples
with  close  to  equal  incomes.  By  increasing  the  personal  exemption
more than the ZBA, the proposal provides  relatively more tax reduc-
tion  to  larger  than  to smaller  families,  reversing  a trend  of recent
years.  In addition,  because  of the elimination  of the  second  earner
deduction,  the proposal helps  one earner families relative to two earner
families,  again compared  to current law.
Finally, the proposal  may have consequences  for receipts available
for  the  social  security  trust  fund.  Payroll  tax  receipts  will  increase
because  of the broadening  of the tax base to include some fringe ben-
efits in taxable employee  compensation.  At the same time, income tax
receipts attributable to taxation of social security benefits will decline
because of the reduction in marginal tax rates. The revenue estimates
of the tax reform proposal published  by the Treasury  Department do
not  show estimated  changes in either payroll  tax receipts  or in that
portion of income tax receipts attributable to taxation of social security
benefits.
In summary, the administration  proposal  is a major initiative that,
if enacted,  would represent the most far-reaching tax reform enacted
in many years.  It maintains  a graduated  income tax, but with much
lower rates and greater personal exemptions, combined with a broader
tax base.  Total  revenue  is  estimated to  be unchanged between  1986
and  1990,  but  may  decline  slightly  after  1990.  The  distribution  of
individual taxes  among income groups remains roughly constant, but
with proportionately  greater tax reductions for the lowest and highest
income  groups.  The  increases  in personal  exemptions  and  the  ZBA
117remove most below-poverty households from the income tax rolls. There
are  major  cutbacks  in  tax  preferences.  The  largest  in  quantitative
terms  are  the removal  of the  state  and  local  tax  deduction  and  the
investment tax credit.  Finally, although the net effects on savings and
capital formation  are debatable, the tax system is made more neutral
among business  investments  and  therefore  the proposal  would  prob-
ably increase the efficiency  of capital use in the economy.
At this time, the prospects for enacting a tax reform  along the lines
of the  administration  proposal  are  uncertain.  The president and  the
Chairman  of the Ways  and  Means Committee  have committed  their
prestige  to enactment  of a major tax reform  bill, but there is no clear
indication of strong public backing.  Some  of the base broadening pro-
visions  have  generated  considerable  opposition  from interest  groups
and  may  also be unpopular  with the general  public,  but the need  to
maintain  revenue  neutrality  allows  little room  for Congress  to  com-
promise on these provisions unless it wants to substitute other, equally
controversial,  measures.  Finally, some have argued that reducing the
deficit  is  more  important than tax  reform  and that Congress  should
not waste its limited political  capital on a proposal that does not con-
tribute to reducing the deficit.  Others, however,  may consider a better
tax system a prerequisite  for future  increases  in federal  revenues.
Even if tax legislation resembling the administration  proposal were
enacted in this year or in 1986, such a bill is not likely to be the final
word on tax policy. Under the administration  proposal, the use of the
tax system as a vehicle for social policy, not just raising revenue, will
continue.  The system will continue to be complex and, in some ways,
may become even more complicated  by the inevitable compromises  in
the  legislative  process.  The fact  that tax  preferences  will  remain  in
the  system  means that  new tax  avoidance  methods  will  be devised,
and new  anti-abuse  provisions will be developed  to combat them.  There
will  continue  to  be  controversy  about how  much  support  to  give  to
certain sectors through tax incentives, and will continue to be conflicts
among objectives  of tax policy,  such as equity,  neutrality,  simplicity,
and the need  to promote investment  and economic growth.
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